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Introduction to the book for students

How this book can help you

How good are you at thinking? Where would you rank your ability on a scale of 1 to 10?
Does this score apply equally to all types of problem you come across, including business
problems? Most of us would say we were about average or a little above. Of course,
statistically, only half of us are going to be above average. Even if you are right, there
is always scope for improvement.

Because you are reading this book, you will no doubt be interested in how the world
of business works. This is a very complicated area with many problems ranging from
setting selling prices to motivating employees. Managers have to address a wide variety
of questions like this on a continuing basis. It is not easy to be knowledgeable about such
a wide range of activities. However, managers are often perceived as ‘experts’ in their
fields and are expected to come up with good solutions. They are assumed to be good at
thinking clearly. As a manager, how far would you live up to this expectation?

This book aims to help you think clearly about business problems.

As an example of this, what do you think is the value of this book? Is it the amount you
paid for it? Or what you could sell it for second hand? Let’s examine these answers in
more depth.

The amount you paid the bookseller is its ‘cost’ rather than its ‘value’. This ‘cost’ is an
historical amount. It is worth knowing as it forms a record of your past performance
(did you pay more or less than other people?) but it is not helpful when it comes to dis-
posing of the book when you have finished with it. In fact, historical cost can be
misleading when deciding its second-hand price. When making this decision, the
amount you paid for the book is ‘irrelevant’; what you should be concerned about is
maximizing future cash flows. There is a whole chapter in this book about how to tell the
difference between relevant and irrelevant cash flows (it is called ‘Relevant Costing’
although a better name for it would be ‘Relevant Cash Flows’).

You have probably bought this book because it has been recommended by a lecturer
in charge of one of your modules on a course of study. When you finish the module, you
have a choice of what to do with the book. You could:

1 sell it;

2 keep it for reference;

3 use it to help with further studies;
4 give it away.
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Decisions are about choices between possible future actions. Your decision should not
take account of what you originally paid because, at the point of disposal, you have no
choice about the historical cost; it is a matter of record. The clear thinking about this is
as follows.

0 Clarify your objective. This will probably be to maximize your future cash inflow.

1 Sell it. This will have a positive effect on your personal cash flow equal to the amount
you receive less any money you had to pay out to enable the sale to happen (such as
advertising costs).

2 Keep it for reference. If you want to have your own reference books to help you with
your work as a manager, keeping this one will save you paying out for an alternative
book covering the same topics. This will have a positive effect on your personal cash
flow equal to the price of the alternative book.

3 Use it to help with further studies. The financial effect of this is the same as keeping it
for a reference book. You may use it for a similar educational course, such as an intro-
ductory management accounting module on the syllabus of a professional account-
ing body, in place of the recommended text. This will have a positive effect on your
personal cash flow equal to the price of the alternative book. (Please note that I do not
recommend this course of action but I have seen students doing just this.)

4 Give it away. This will have a zero effect on your personal cash flow.

Using clear thinking, to obtain the best financial outcome, you will calculate the net cash
inflow for each of the four alternatives and choose the highest of these as your decision.

What looked like a simple decision turned out to be a little more complex than
expected but you will now feel confident that you have taken the best course of action
possible. It is important to appreciate that this type of thinking will be very useful in
your private life as well as your work as a manager. Think about the following situation.

To celebrate a special occasion, a close friend of yours has saved up and paid £300 for
two tickets (best seats in the house) to see a show in the West End of London. Unfor-
tunately, the day before the performance his partner falls seriously ill and will not be fit
to travel for several weeks. Your friend advertises the tickets for sale on the Internet and
stipulates, ‘offers over £150 only’. Due to the short notice, only one offer is received and
that is for £100. Advise your friend.

Having thought clearly about this, you probably pointed out that, although he was
very reluctant to sell the tickets for less than half-price, his original payment of £300 was
irrelevant. To maximize his future cash inflow, he should accept the offer of £100. The
alternative is to get nothing for the tickets and be £100 worse off than he is at present if
he accepted the offer.

Accounting and managerial accounting

Accounting is not about numbers.

It is about organizations, what they do and the things they use. Sales, equipment,
remuneration, purchases, debtors, owners’ investments and many other items all fall
within this description. In order to express the relationships between them, they are all
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measured in the same units. These units are the currency used by the organization.
In the UK, this unit is usually the pound sterling; in the USA it is the dollar, etc.

The numbers are merely the medium through which the value of these things, and
changes to them, are expressed. When a credit sale changes stock into a debtor, all three
items are measured in the same units. A sale of £80 may change stock valued at £50 into
a debtor of £80. Competence at arithmetic is very useful in accountancy, knowledge of
higher mathematics is less so. The ability to estimate answers mentally is very valuable as
this enables a check to be performed on the broad accuracy of the detailed calculations.
These estimates give ballpark figures approximating to the accurate answers and, for
some purposes, are sufficient in themselves.

You probably realize from what you have read so far that you, the reader, are being
addressed as a manager, present or future. You may also be, or become, a management
accountant but the emphasis of this book is management (rather than accounting). Of
course, the accounting skills covered are important but please remember that they are a
means to an end and not an end in themselves. A few years ago, the Chartered Institute
of Management Accountants changed the name of its monthly magazine from
Management Accounting to Financial Management. This change of name reinforces the
primary objective of management accounting: it is to help managers do their work
better. Much of this involves using quantitative information already captured by the
existing management information system.

This objective clearly differentiates management accounting from financial accounting.
Financial accounts attempt to tell the story of what has happened in the business during
a period now ended and what it looks like at the end of that period; it is all about the past.
In contrast, management accounting is about helping the business to perform better in
the future. Also, unlike periodic management accounts which are for internal use only,
the statutory annual report and accounts are available to the public at large. They are
a legal requirement rather than a management tool. They are not designed to help man-
agers perform better.

The book’s emphasis on management is reinforced by the inclusion of a section at the
end of each chapter called “The manager’s point of view’. These are mostly by Nigel
Burton who has been a high-level manager for many years (not an academic). He started
his business career as a qualified accountant and rose to become Managing Director,
After the chapter has covered the problems and how to tackle them, Nigel discusses the
practical aspects based on his long experience of using them. I find these sections very
interesting and insightful; as a future manager, I hope you do too.

L What is included in this book

The main areas covered by this book are:

® decision making using relevant, variable (a.k.a. marginal) costing;
@ fixed asset investment appraisal for long-term decision making;

® product costing and pricing, internally and externally;

@ controlling operations through the use of budgets;

@ alternative approaches to performance management.
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These areas cover a wide range of complex problems. The knowledge and techniques in
this book will help you to solve these. Each chapter discusses the problems, explains the
techniques available for solving them, encourages you to practise these techniques and
points out their limitations. It is important for managers to understand the limitations of
the techniques they use. Each one is based on a financial model which makes assump-
tions. For example, calculating a ‘pay-back period’ for a proposed purchase of fixed
assets assumes that business cash flows are perfectly even with the same amount
of money flowing in and out every day. How many businesses do you know where this
happens? I do not know of any but this technique is very widely adopted.

A consequence of this is that your calculations produce estimates rather than precise
numbers. An answer given to five decimal places may be very precise but that does
not mean to say that it is accurate! Due to the assumptions built into the models, all
the decimal places, and even some numbers to the left of the decimal point, may be
worthless as well as misleading. It is important to remember this.

The book also gives an introduction to basic cost behaviour and explains the differ-
ence between profit and cash. If you are not confident of your understanding of these,
it would be sensible to look at them before moving on to the main body of the book.
It also has a section on ratio analysis and working capital management. These two
connected topics form a bridge between financial and management accounting. They
are included because they use information provided directly by the financial accounts
to help managers improve the future performance of their organizations.

At the end of the book, there is a chapter looking at how managerial accounting
is used by not-for-profit organizations. These include the National Health Service
(annual budget of approximately £100 billion!), the British Broadcasting Corporation,
state-sponsored education, national and local government agencies, together with
charities such as Oxfam and the Red Cross. These constitute a very important sector of
the United Kingdom’s society and economy. The last section of the book concerns
the current issues in managerial accounting, those topics whose usefulness is being
debated. A good example of this is the ‘Beyond Budgeting’ management model.
Companies adopting this model usually find that their traditional budgetary control
systems no longer fit their structure and the model encourages them to abolish this
control mechanism that they have relied on for many years. No wonder there is a huge
amount of opposition to this new approach but it has proved very successful for some
organizations.

Much thought has been given to the order of the contents. The topics are presented in
a logical sequence but not a unique one. Any chapter can be studied without reference
to other chapters but they are easier to understand in the light of the other chapters
in the same part. For example, the two chapters on budgets are best read consecutively
and the five chapters on costing and pricing are best read in conjunction with each
other. The order in which Parts 2, 3, 4 and 5 are studied is not so important.

I strongly recommend that you attempt the self-assessment questions as you come
across them. This gives an active, rather than passive, understanding of the subject
matter and aids comprehension of the following sections. It is easy to believe you under-
stand what you have just read, but attempting these questions will test this and reinforce
your understanding of the subject matter.
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Summary , =

The objective of this book is to make you a better manager by enabling you to
understand and apply managerial accounting techniques effectively. By knowing the
assumptions and approximations on which these financial models are constructed,
you will be aware of their limitations and the danger of applying their results without
wider consideration of their business context. Most business decisions are too important
to be left solely to accountants. Use the information provided by them as a starting point
for your deliberations, not as a prescribed course of action.

Organizational activities are not scientifically deterministic. If they were, there would
be little or no need for managers. Managing is more of an art than a science.
Information provided by accountants is important but it is not sufficient in itself.
You also need a good intuitive feeling for how your customers, suppliers, markets and
regulatory environment will behave in different situations. This comes from experience
rather than academic learning. However, if I did not believe that the contents of this
book could help you be a better manager, I would not have made the effort to write it.
I wish you success in your management careers.



Introduction to the book for lecturers

Rationale

Is there really a need for yet another book on management accounting? There are many
texts currently available on this subject. They tend to fall into one of two categories. First,
those aimed at students aiming to become qualified accountants and, second, those
aimed at students of business and management who do not intend to be accountants.

This book falls firmly into the second category. But the question still remains, is
another book of this type needed? As an experienced teacher of business and manage-
ment students, I believe it is. My justification is as follows.

Management accounting books for business and management students go into less
technical detail than those aimed at professional accountancy students. This is sensible
and [ also take this approach. However, in my opinion, this only goes partway to
fulfilling these students’ needs. They also need to know the practicalities of how the
techniques are actually used in business. Without this, they will end up as foundation-
level accountancy students instead of what they wish to be, i.e. effective business
managers.

Management emphasis

The reluctance of some students to embrace management accounting has arisen due to
the emphasis being misplaced on accounting rather than management. All too often,
assessment of students has tested mathematical proficiency rather than ability to apply
appropriate techniques to business situations. This book is different in that it has a
strong management approach. This is especially evident in “The manager’s point of
view” section of each chapter and the chapter on not-for-profit organizations. These
unique features use actual examples from the world of business to place the theory into
its practical context. Their objective is to remind students that management accounting
is a means to an end and not an end in itself.

Market

This introductory book is particularly suitable for students of business and management
who have no previous knowledge of management accounting. Provided this condition
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applies, it is suitable for both undergraduate and MBA students. It is also relevant and
useful to practising managers.

Many readers will work in the service sector rather than manufacturing so I have used
examples from the service sector wherever I can to reflect this. I also include a chapter
highlighting managerial accounting in the ‘not-for-profit’ sector in order to make the
book more relevant for those students working in this large and important sector of the
economy.

Accounting and managerial accounting

Accounting is not about numbers; it is about organizations, what they do and the things
they use. Sales, equipment, remuneration, purchases, debtors, owners’ investments and
many other items all fall within this description. In order to express the relationships
between them, they are all measured in the same units. These units are the currency
used by the organization. In the UK this unit is usually the pound sterling; in the USA it
is the dollar, etc.

The numbers are merely the medium through which the value of these things, and
changes to them, are expressed. When a credit sale changes stock into a debtor, all three
items are measured in the same units. A sale of £80 may change stock valued at £50 into
a debtor of £80. Competence at arithmetic is very useful in accountancy, knowledge of
higher mathematics is less so. The ability to estimate answers mentally is very valuable as
this enables a check to be performed on the broad accuracy of the detailed calculations.
These estimates give ballpark figures approximating to the accurate answers and, for
some purposes, are sufficient in themselves.

Financial accounting is essentially orientated towards the past. Its rules are intended
to ensure that the statements of performance for a financial year, and the position at the
end of that year, give a true and fair view of the organization. Financial accounts can
only be completed after the financial year has ended.

Management accounting is orientated towards the future. It is primarily concerned
with the provision of information to managers to help them plan, evaluate and control
activities. It is essentially a service function: a means to an end rather than an end in
itself. Managerial accounting also fits this description but the use of the word ‘manager-
ial” emphasizes the service role. This may seem obvious but, for much of the twentieth
century, management accounting was used mainly to serve the needs of financial
accounting rather than to assist managers in their tasks. (This theme is discussed further
in the chapter on balanced scorecards.) Managerial accounting is about improving the
future performance of organizations.

Structure of the book

The structure of this book is summarized by the table of contents. It is split into five parts
preceded by this introduction for lecturers as well as an introduction for students and
followed by a glossary and an index. Each chapter starts with a detailed list of contents
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and an introduction to give the reader a framework for their study. The main topics are
then discussed in a logical order. Many illustrative examples are given to show how each
technique is applied, followed by an invitation to the reader to attempt a similar question
to test their understanding. Answers to these self-assessment questions are given at the
end of each chapter.

One important feature appearing in each chapter is the section on the limitations
of the techniques discussed. It is very important for students to appreciate that these
techniques are financial models of business activity and that no model can ever be as
rich as the reality it attempts to represent. In simple terms, the answers produced by the
calculations are approximations and not exactitudes. An answer given to five decimal
places may be very precise but that does not mean to say that it is accurate! Due to the
assumptions built into the models, all the decimal places, and even some numbers to the
left of the decimal point, may be worthless as well as misleading.

Next comes “The manager’s point of view’ These sections are mainly written by Nigel
Burton, who has spent over 20 years as a high-level manager in the chemical industry
(he is also a qualified accountant). He writes from a practical point of view, giving many
insights — born of his extensive experience — into the ways managers can use accounting
techniques to their advantage. The chapters on not-for-profit organizations and working
capital management are written by Adrian Pierce, who is also a qualified accountant and
has practised his profession for more than 15 years in various businesses. At the time of
writing, he holds a senior management position in a multi-million pound not-for-profit
organization. His experience offers a particularly relevant outlook on the extra dimen-
sions of this type of organization. The whole of the chapter on managerial accounting in
not-for-profit organizations is really an extended ‘Manager’s point of view’,

After this section is a ‘summary’ of the main points covered by the chapter. This is to
help the reader review the material and make connections between the various items
discussed. This is similar to the complete picture emerging from the correct placing of
all the pieces of a jigsaw. (It can also serve the useful function of a summary ‘revision list’
for examinations.)

Following this, the chapter is concluded by a section concerning assessment. First, the
answers are given to the self-assessment questions contained within the chapter.

Next, an extensive case study is presented (the answer is given in the Lecturer’s
Guide). These cases are holistic in that they attempt to bring together many of the differ-
ent aspects discussed within the chapter. They are suitable for either individual students
or groups of students. It is impossible to be exact but these case studies are unlikely to
take less than two hours to complete.

Finally, several additional questions are presented for extra practice. The answers to some
of these are given at the end of the book. The answers to the remaining questions are given
in the Lecturer’s Guide, which will also contain masters of overhead transparencies, etc.
Supplementary material can be downloaded from: http://www.booksites.net/ proctor

In summary, each chapter:

® sets the context;

® introduces the subject;

® explains the principles and techniques in easy steps;

® encourages the reader to practise the techniques immediately;
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explains the limitations of the financial models;
® gives the manager’s point of view;

® gives a summary of the main points;

® gives answers to self-assessment questions;

® has a comprehensive case study;

® has additional practice questions.

Much thought was given by the author to the order of the contents. The topics are
presented in a logical sequence but not a unique one. Any chapter can be studied
without reference to other chapters but they are easier to understand in the light of the
other chapters in the same part. For example, the two chapters on budgets are best read
consecutively and the five chapters on costing and pricing are best read in conjunction
with each other. The order in which Parts 2, 3, 4 and 5 are read is not so important.

Students should be encouraged to attempt the self-assessment questions as they come
across them. This gives an active, rather than passive, understanding of the subject
matter and aids comprehension of the following sections. It is easy for them to believe
that they understand what they have just read, but attempting these questions will test
this and reinforce their understanding of the subject matter.

Writing style

The writing style attempts to be concise and unambiguous. The overriding objective is
clarity. Diagrams, many of them original, are included wherever they can aid under-
standing. Explanations are kept as simple as possible in order not to confuse.
Intermediate steps in the solutions to questions have been included to ensure students
can follow them. However, unnecessary algebra has been omitted in favour of a
common-business-sense approach. My experience is that students appreciate this
approach and learn faster. Much of the text is purposely written in a ‘friendly’ style to
engage readers and put them at their ease. It is consistently practical in its approach,
often referring to real situations.

Summary

The objective of this book is to make students into effective managers by enabling them
to understand and apply managerial accounting techniques effectively. By knowing the
assumptions and approximations on which these financial models are constructed, they
will be aware of their limitations and the danger of applying their results without wider
consideration of their business context. Most business decisions are too important to be
left solely to the accountants. The information provided by the accountants should be
used as a starting point for deliberations, not as a prescribed course of action. My hope
is that this book will play a small part in raising the standard of management wherever it
is used.
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